BEFORE THE STATE TAX APPEAL BOARD

OF THE STATE OF MONTANA

ERCK | NCORPCRATED, )
d.b.a., RUBY-:S RESERVE )
STREET | NN, )
) DOCKET NO.: PT-1997-86
Appel | ant, )
)
-VS- )
) FI NDI NGS OF FACT,
THE DEPARTMENT OF REVENUE ) CONCLUSI ONS OF LAW
OF THE STATE OF MONTANA, ) ORDER and OPPORTUNI TY
) FOR JUDI Cl AL REVI EW
Respondent s. )

The above-entitled appeal was heard on the 7th day of
August, 1998 in the Gty of Mssoula, Mntana, in accordance
with an order of the State Tax Appeal Board of the State of
Montana (the Board). The notice of the hearing was given as
requi red by | aw Gregory A Damco, CPA, representing the
t axpayer, presented testinony in support of the appeal. The
Departnent of Revenue (DOR), represented by appraiser Patrick
McKenna and appraisal supervisor Jim Fairbanks, presented
evidence in opposition to the appeal. Testi nony was
presented, exhibits were received, a post-hearing subm ssion
schedule was determ ned, post-hearing subm ssions were
recei ved, and the Board then took the cause under advi senent;
and the Board having fully considered the testinony, exhibits
and all things and matters presented to it, finds and concl udes

as foll ows:



FI NDI NGS OF FACT

1. Due, proper and sufficient notice was given of
this matter, the hearing, and of the tinme and place of the
heari ng. Al parties were afforded opportunity to present
evi dence, oral and docunentary.

2. The subject property is Ruby:s Reserve Street
Inn and is described as foll ows:

Lots 2A & 3, Northgate Business Center, City of
M ssoul a, Mssoula County, State of Montana; Assessor
Code #04-2200- 05- 3- 01- 09- 0000.

3. The DOR appraised the subject property at a
value of $351,966 for the land and $3,118,534 for the
I nprovenents.

4. On Decenber 12, 1997, the taxpayer appealed to
the M ssoula County Tax Appeal Board (MCTAB) requesting val ues
of $217,800 for the land and $1, 950,800 for the inprovenents,
stating: “lnconme approach to value is nost heavily relied on
met hod. Buyers & sellers of hotels use the incone approach to
establish market val ues. Per attached actual operating
statenment and incone approach, market does not support re-
apprai sed val ues.”

5. In a decision dated January 23, 1998, the MCTAB
deni ed the appeal, stating:

The appel | ant=s burden to di sprove the DORs buil di ng
val uation was not net. The $3,118,534 value is
hereby sustained (by split decision).

6. The taxpayer appealed that decision to this



Board on February 10, 1998, stating:
The 1997 re-apprai sed val ue of the subject property
is not supported by the market; as indicated by the
operating i ncone of subject property. This is based
on a capitalization of actual net operating incone.

7. At the hearing before this Board the taxpayer
revi sed the requested value for the inprovenents to $2, 325, 034.

8. Ruby:s Reserve Street Inn is a full service
hotel and contains 127 roons.

9. A post -hearing subm ssion requested by the Board
all owed each party an opportunity to provide additional
evi dence to support their respective capitalization rates.

10. M. Damico represents various notel/hotel
operators is this series of appeals; therefore, the Board w |
take admnistrative notice of the evidence and testinony

presented in PT-1997-82, PT-1997-83, PT-1997-84 & PT-1997-85.

TAXPAYER-S CONTENTI ONS

Because this property has a stabilized operating
hi story, the value determnation for this property is based on
t he i ncone approach to val ue.

M. Damco presented the Board wth a value
indication fromthe incone approach (ex. 1, pg 1). Sunmari zed,
this exhibit illustrates the follow ng:

I nconme Approach (1996 Results): Per Cent
Total Revenues $1, 830, 755

Net | nconme or (Loss) $ 17,688
Add:
Depreciation & Anortization $ 144,982




Property Taxes $ 66,417

I nt er est $ 202,532

Life Insurance - Omners $ 26,120

Less:

Reserve for Repl acenent $ (91,538)

Net Operating I ncone $ 366, 181 20. 0%

Cap Rate:

Base Rate 11. 0%

Property Tax Load 1.8%

Tot al 12. 8%

I ndi cat ed Val ue $2, 860, 791 Includes Iand, Buildings & Personal Property
Less: Assessed Pers. Prop $ (1883, 658)

Real Estate Val ue $2,677, 133 Includes Land & Buil ding
Less: Land Val ue $ (351, 966)

I ndi cated Val ue - Buil dings $2, 325, 167

M. Damico testified the income of $1,830,755 is
revenue fromall sources.

Taxpayer:=s exhibit #2 is support for the 20%rati o of
net operating incone to total inconme and illustrates the
fol | ow ng:

Anal ysis of Full Service Hotel Expense Rati os
Based on 1996 HOST Report
Prepared for State of Mountana DOR - M ssoul a
Hol i day I nn

Econony Hotel Price Category Par ksi de
Cccupancy 67.2% 71. 4%
Avg. Daily Rate $ 56.98 $ 56.00
REVPAR $ 38.29 $ 39.98

Expense Rati os:

Net Operating | ncone 17. 4%
Add: (1)

Property Taxes

Reserves for Repl acenent
Franchi se Fees 7%

Management Fees . 5%

Total Adds 9. 8%
Sub- Tot al 27. 2%
Less: (2)

Reserves for Repl acenent -4. 4%

Franchi se Fees -2.8%

Management Fees -4.2%

Total Deducts -1. 4%
Avg. Net Oper. Incone - 15. 8%

. 2%
. 4%

NNEFEP W

Note: (1) Property taxes added to cap rate. Reserves, Franchise & Managenent Fees
added, as not all hotels report these nunbers.

(2) Based on expenses for only those hotels reporting these items. See page 12 of HOST
Report




M. Dam co referenced PT-1997-84, exhibit #3, a one
page excerpt from AHospitality Investnent Survey - PKF
Consul ting@ for t he determ nation of t he sel ected

capitalization rate of 11% (base rate):

Capitalization Rates Aver age Hi gh Low

Ful | - Service 10. 9% 15. 0% 8.3%
Li m ted- Servi ce 11. 7% 16. 0% 9.0%
Resort 10. 4% 13.5% 5. 0%

In the taxpayer:s analysis, 11.0% has been sel ected the nost
appropriate capitalization rate for the subject property.

M. Dam co=s post-hearing subm ssion, with reference
for support for the capitalization rate, is a four page
docunent authored by Jinneman, Kennedy, & Associated, P.S.,

Hospitality Consultants & Appraisers and is summarized as follows:

At your request, we conpleted certain consulting services
regardi ng the selection of an appropriate capitalization rate
for valuing hotels in Mntana as of January 1, 1996. For our
analysis, we wused actual sales activity in Mntana and
sout heast Idaho as one neans of estimating an appropriate
capitalization rate. W augnmented the regional data with the
results of several national surveys of hotel investnent
criteria. A discussion of each data source and the indicated
return requirements are presented in the foll ow ng paragraphs.

Hotel |Industry Investnent Surveys
Landauer Hotel Investnent Qutl ook

... The report for the first half of 1996 indicates an average
overall capitalization rate for full-service hotels of 9.75
percent, with responses ranging from 7.00 to 13.00 percent.
For Limited-service hotels, an average capitalization rate of
11.55 percent was reported, with responses ranging from 10. 00
to 14. 00 percent.

Coopers & Lybrand/ Kor pacz Survey
...The 1st quarter 1996 survey indicates an average overal
capitalization rate for full service hotels of 10.4 percent, 25

basis points less than the rate indicated in the 4th Quarter
1995 report, and a capitalization rate for |imted-service
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hotels of 12.39 percent, 14 basis points less than the rate
indicated in the 4th Quarter report.

HVBA Hot el Fi nanci ng Survey

The hotel financing survey conpleted by HVBA |lists regiona
hotel sales transactions by type of owner and hotel size.
According to the year-end 1995 report, hotel sales in the
Mountai n and Pacific region indicated an average capitalization
rate of 12.7 percent, ranging from9.4 percent for hotels with
75 to 250 roons to 14.5 percent for those hotels with | ess than
75 guestroons.

Hospitality Investnent Survey - PKF Consulting

The Hospitality Investnent Survey, Published by PKF Consulting,
provi des investment trends based on the expectations of buyers
and sellers in |odging industry. In the second quarter of
1996, PKFss survey indicated an average capitalization rate for
full-service hotels of 10.88 percent, ranging from 8.0 percent
to 11.3 percent. For linmted-service hotels, responses ranged
from 8.5 to 14.5 percent, indicating an average overal
capitalization rate of 11.76 percent.

...On a nore regional level, investnent in Mntana has
hi storically been perceived to carry a sonmewhat greater degree
of risk than woul d be associated with investnment in other areas
of the United States. This greater risk is primarily the
result of |lower investor interest in Mntana, Mntanass renote
| ocation, and overbuilding of hotel properties, including the
M ssoul a market. Accordingly, we would consider an appropriate
capitalization rate to be slightly greater than those indicated
by national sal es data.

Conpar abl e Hotel Sale Properties

Conparabl e hotel sales in Mntana and southeast |daho were
researched and anal yzed to provide a nore regional indication

Al'l these sales were researched and anal yzed while our firm
was conpl eting appraisals of hotels in Mntana. These sales
were confirmed with the broker, the seller, or the buyer.
Capitalization rates were conputed by dividing the net
operating incone, after deduction of an appropriate property
managenment fee and capital replacenent reserve, by the sale
price. Additional details of these sales are available from
our office. The overall capitalization rates derived fromthe
unadj usted conparable sales are sunmarized in the follow ng
tabl e.

Property

Tabl e 2
Sunmary O Conparable Hotel Sale Indicators
Locati on Sal e Year Cap
Dat e Bui | t Rat e

Ful | - Servi ce
Ponderosa | nn

Hot el Sal es
Great Falls, Montana 1969 Jun-91

10. 9%
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Best Western Canyon Springs Twin Falls, Idaho 1973/ 1984 Aug- 95 14.

Townhouse | nn Great Falls, Montana 1972/ 1984 Feb- 92 13.
Best Western War Bonnet Inn Butte, Mntana 1973/ 1977 Mar - 93 11
Best Western Colonial Inn Hel ena, Mont ana 1970/ 1986 Apr - 96 11
Quality Inn Pocatel |l o, |daho 1978 Mar - 94 16
Li m t ed- Servi ce Hotel Sales

Super 8 Mot el Mles City, Montana 1978 Feb- 92 12.
Super 8 Mot el d endi ve, Mont ana 1978/ 1986 Mar - 93 11.
Super 8 Mot el VWi t efi sh, Montana 1989 Aug- 93 15
Best Western AnmeriTel |nn | daho Fall's, Idaho 1991 Jun- 96 13

4%
3%
2%
3%
0%

4%
8%
0%
7%

The overall capitalization rates extracted fromthe above sal es
data indicate a range of unadjusted capitalization rates from
10.9 to 16.9 percent. These sales include both limted and
full -service hotels and do not include sales of distressed
properties. These capitalization rates are supported by the
i ndustry surveys, which indicate average overall capitalization
rates from9.75 to 12. 70 percent, but also reflect the greater
ri sk associated with the hotel industry in Mntana.

Hotel s are a unique type of real estate investnment that carry
ri sks and benefits not found in many other types of real estate
i nvestment. Unique characteristics of hotels include:

A large amount of personal property (furniture, fixtures, and
equi prent) necessary for operation

The retail nature of operation, including the need to re-sell roons
on a daily basis and the | abor intensity of the business.

Rapi d functional obsol escence due to increased market segnentation in
t he industry.

Susceptibility to external factors, such as changes in the market area
conditions or nmodes of travel, which can imediately affect the
operating performance of a hotel

Speci al i zed nature of a hotel, which linits the number of potentia
buyers.

Potential for large profits once fixed costs are covered.

Because guestroons are re-sold on a daily basis, changes in market
conditions affect the value of hotels nore rapidly than nost other
types of real estate. Accordingly, nore risk is associated with the
hotel investnent than with other real estate investnents, and higher
capitalization rates are required. Based on investnment surveys
conpleted by Cushman & Wakefield and Dupre & Scott, typica
capitalization rates for office properties in January 1996 averaged
9.0 percent, while typical capitalization rates for apartnent
properties averaged 8.3% percent. These rates are approxi mately 200
to 850 basis points less than those indicated by the actual
conparable hotel sale data, denonstrating the additional risk
associ ated with hotel investments in Mntana.

DORS CONTENTI ONS




DOR exhibit Ais a copy of the property record and

illustrates the followwng with respect to the inprovenents:

Structure
C Year built - 1981
C Nunber of units - 132
C Quality grade - Average +
C Bui | di ng area
Bui | di ng #1
Basenent - 1,602 square feet
1st floor - 25,591 square feet

2nd floor - 23,451 square feet

Bui | di ng #2
1st floor - 3,800 square feet
2nd floor - 3,920 square feet



Bui | di ng #3
1st floor - 5,328 square feet
2nd floor - 5,328 square feet
Physical condition - 2 (fair) & 3 (average)
Functional utility - 2 (fair) & 3 (average)
Percent good - 75% & 79% (accumul ated depreciation - 21% & 21%
Econom ¢ Condition Factor (ECF) - 105%

her Buil ding and Yard | nprovenents
Pavi ng (asphalt) - 37,000 square feet - $40, 830
Pavi ng (asphalt) - 12,400 square feet - $12,610
Pavi ng (concrete) - 7,500 square feet - $12, 080
Fence - 6' X 244' - $1,290
Wi r | pool / Hot Tub - 9 person - $1, 550

v(')v(')v(')v(')v(')Q O O O O

DOR exhibit B is a four page docunment which the DOR requested thi
in appeal s PT-1997-82, 83, 84 and 85. M. Fairbanks stated this exhibit
apprai ser, Sue Hoell. In summary this exhibit illustrates the follow ng:
11
Il
Il
Il
Il
Il
Il



Il

FI VE LARGE VERY GOOD QUALI TY MOTELS - 1997
Property Hol i day I nn Best Western Ruby:s Reserve Hol i day I nn
Par ksi de Grant Creek Street |Inn Express
Year Built 1984 1996 1981 1996
Bui | di ng Area 136, 960 81, 208 67,020 42,724
# of Rooms 200 126 127 95
Room Rat e $56 $63 ? $55
Cccupancy 71% 60% ? 50%
Room | ncone $2, 918, 832 $1, 738, 422 $1, 752, 563 $953, 563
Tel ephone | ncone $17, 479 $6, 419 $0 $3, 923
O her $67, 730 $0 $0 $14, 746
Total Incone $3, 004, 041 $1, 744, 841 $1, 752, 563 $972, 232
Total Expenses $2, 366, 591 $1, 180, 887 $1, 430, 583 $572, 393
Net | ncome $637, 450 $563, 954 $321, 980 $399, 839
Val ue @9.5% $6, 710, 000 $5, 936, 358 $3, 389, 263 $4, 208, 826
Val ue @ 13% $4, 553, 214 $4, 338, 108 $2, 476, 769 $3, 075, 681
Pers Property(PP) $317, 862 $682, 521 $183, 658
Value 1 Less PP $6, 392, 138 $5, 253, 837 $3, 205, 605 $4, 208, 826
Val ue 2 Less PP $4, 235, 352 $3, 655, 587 $2, 293, 111 $3, 075, 681
Estm Rpl:l)e Cst Less $7, 097, 782 $5, 930, 640 $3, 570, 166 $3, 415, 714
pr
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Assessed Val ue

$6, 823, 800

C $5, 930, 640

$3, 470, 500

C $3,415,71

Val ue Per Room

$21, 177

$29, 013

$18, 056

$32, 376

11



This exhibit states further, ...The tax rep provided the departnent
with I ncome and Expense statenments fromeach of the five hotels al ong
with a summary sheet on which he attenpted to identify the main incone
and expense itens which he felt were inportant to address. | cannot
expl ain the nunbers on his summary but they differ fromthe nunbers
| derived fromthe information provided by the owners.

| believe M (sic) Damico said that the incone on his sumary cane

from actual incone but the expense nunbers canme from industry
standards. To use a different standard for income than is used for
expenses | believe is an error. |If we use actual incone , (sic) we

nmust al so use actual expenses. That is the approach we used.

| found the industry standards to be unreliable, conflicting and
usual Iy unsupport abl e.

The hospitality trade nmaterials dont provide detailed support for
their ratios, but it is likely that they influence the narket
regardl ess of the quality of their nethodol ogy...

... The trade materials differentiate ratios by region - New Engl and,
Mountain, Pacific, etc. Their data is primarily derived from property
managenent firns operating in large netropolitan areas rather than
small communities |like M ssoul a.

A 14% cap rate was used by the agent although an 11% cap rate was
suggested in the industry literature he provide. W used his 11% cap
rate assunming that these larger notels are likely to be marketed in
a national rather than a local nmarket. W added to the 11% our 2%
tax rate.

We disall owed sone of the expenses listed on the I ncone and Expense
statenents where such expenses did not contribute to the generation
of incone, such as bank charges, |oan anortization and interest, cost
of food for the restaurants, and unidentifiable categories such as the
one listed by Best Western called Aollateral naterialsf. Non-typica
expenses were disall owed.

Both in our original appraisal process and in our review of val ues,
we used only information gathered fromthe Mssoula notel comunity.

In the later analysis, we used only the information provided by these
hot el owners.

Five Mssoula notels sold during the time frame of our reappraisa
period. |Incone and Expense ratios were nornalized for the Mssoula
area. Market |&E ratios and narket cap rates were applied to each
hotel /motel in the county to arrive at a value using the incone
appr oach.

The five larger notels have |ower expense ratios than the snaller
notel s from which we derived our rati os.

The local market capitalization rate for the snaller notels is 9.5%

12



Because nuch of the information we originally used canme from snal
notel owners, it was decided that we would build a new nodel using the
| ocal information provided by the tax rep for the larger hotels...

The Hanpton Inn, the smallest of the five, is of a higher quality
construction than the Holiday | nn Express and Ruby=ss. It is next door
to Rubyss and under the sane ownership. There is a synbiotic
relationship between the two facilities enhancing incone for both.
The Hanpton Inn may have been slightly underval ued by the department.
The value arrived at using the Incone approach was used whereas the
intent was to assess all the new notels using the cost approach

The cost approach is the nost appropriate approach for new conmercia

uses. It s clear that the devel opers were persuaded to invest the
nmoney required to build these hotels. They felt the cost was a fair
representation of val ue when they made the decision to build which was
just prior to our date of appraisal

Furthernore, in the first year of operation, occupancy rates and room
rates are unstable. There are extra set-up costs, and advertising has
not had a chance to take effect. That is why the cost approach is
felt to represent the nobst accurate approach to value for new
commerci al properties.

The incone approach on the Hanpton Inn using the 13% cap rate,

supports the incone value arrived at earlier using the original set
of market information. An upward adjustnment nay be nade next year for
equity reasons if the legislative and adninistrative rules allow us
to make such a correction..

Because of the strong hospitality market in Mssoula, 2 nore | arge new
notels are being built for $98.

M. MKenna testified AOne of the reasons why Ms.
Hoel | devel oped this presentation was because she wanted to
ook at the reasonableness of our nunbers versus the
reasonabl eness of the nunbers that M. Dam co supplied us. And
as you have noticed in many cases they are very simlar, the
net operating incones are very simlar, so Sue drew the
concl usions that since that wasnt a vast difference we should
stick with our nunbers.{

The DORs market value of $3,118,534 for the

i nprovenents was determ ned by the inconme approach to val ue.

13



DORs page 4 of exhibit Ais the value determnation fromthe
i nconme approach and in summary illustrates the foll ow ng:

I ncone Portion

Base Rate = $55. 00
Mar ket Type( Commer) X 1.00
Quality Type (Average) x 1.00
Adj ust ed Base Rate = $55. 00
X nunber units X 132
X nunber days X 365
Potential Goss |nconme= $2, 649, 900
Cccupancy Predictedx 60%
Ef fecti ve G oss | nconme= $1, 589, 940
Expenses 75% of Gross lncone = $1, 192, 455
Tot al Expenses = $1, 192, 455
Net | ncone = $397, 485
Multi Use Storage For Use Type G oup 17
G oss Leasable 1,602 X 3.15 = $ 5, 046
Percent QOccupancy = 70%
Ef fecti ve G oss | nconme= $ 3,532
Tot al Expenses = $ 1,041
Managenent = $ 177
Tot al = $ 1,218
Net | ncone = $ 3,314
Add Hot el = $399, 799

I ncone Capitalization

Equity Ratio 1.00 x cash on cash 0.095 = 0.095
Ef fective Tax Rate = 0. 0202
Total Capitalization Rate 0. 1152

Net | ncone 399, 799 @0. 1152
Val ue, | ncone Approach $3, 470, 500

Cost $3, 570, 166
| ncone $3, 470, 500
Rati o -3%

The DOR, in the devel opnent of a value from the incone
approach for the subject property, did not recognize incone or
expenses for the restaurant and | ounge. The $55.00 daily rate is the

average rate within the notel nodel. M. Fairbanks testified
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A...unless we add incone it is alittle hard to argue for an expense.

In this particular case there is no added incone for the incone
generated by the restaurant, and that | find to be an error and
apparently it was difficult, since the resturant is in just part of
the hotel and isnt a easily identifiable restaurant addition...@ M
Fai rbanks indicated that, within the cost and incone approaches to
val ue, the resturant and | ounge have not been identified.

M. Fairbanks testified (PT-1997-84) when establishing the
capitalization rate, the DOR had a sufficient nunber of notel sales
to develop an acceptable capitalization rate. Based on that
confidence in this rate, the band-of-investnment theory was not
utilized as defined in 42.20. 109.

M. Fairbanks indicated (PT-1997-84) when the incone nodel s
were created, the incone was adjusted to reflect that portion which
woul d be attributable to personal property, (i.e. beds, televisions,
etc.). He stated the nightly rent or roomrate was discounted to
reflect this anount.

DORs exhibit B in PT-1997-84, which has been nade a part
of the record, is a conpilation of notel/hotel properties which have
sold along with the DORs market value indications for this series of

appeals. This exhibit is sunmarized as foll ows:

Conpar abl e Sal es

Yr. Gr ade # Sal e Sal e Per

Bui |l t Units Dat e Anpunt Uni t

15



Sal e #1 1982 A+ 115 9/ 95 $3, 488, 077 $30, 331

Sal e #2 1981 A 117 4/ 94 $3, 740, 000 $31, 966

Sal e #3 1995 A+ 52 9/ 95 $1, 900, 000 $36, 538

Sale #4 * 1978 G 220 4/ 98 $9, 000, 000 $40, 909

Sale #5 * 1972 A+ 124 2/ 98 $7, 140, 000 $57, 581

Sal e #6 * 1970 G 149 4/ 96 $9, 150, 350 $61, 412
Properties Under Appeal

Yr. Grade # Appr ai sed Per
Bui | t Units Val ue Uni t

Ruby:s (97- 86) 1988 A+ 132 N A $3, 470, 500 $26, 292

ol i day Inn Parkside (97-82) 1984 G+ 200 N A $6, 823, 800 $34, 119

ol i day I nn Express (97-83) 1996 G 97 N A $3, 415, 714 $35, 214

Grant Creek Inn (97-84) 1996 G 130 N A $5, 930, 640 $45, 620

Hanpt on | nn (97-85) 1996 G 60 N A $2, 760, 300 $46, 005
* full service facility

M.

mar ket node

comrer ci al

Fai rbanks testified (PT-1997-84) the DOR does not

properties to determ ne market val ue.

Exhibit B was presented to illustrate the conparison of sold

properties on a price per

with the DORs per

(DOR mar ket val ue/ nunber of

uni t

uni t

val ue of
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M  Fai rbanks testified (PT-1997-84) daily rates and
occupancy rates are not difficult to obtain, but net operating
incone from properties which have sold is not so easily
ascertained; therefore, the DOR will create or nornalize the
i ncone and expenses in order to establish the net operating
incone. This net operating incone is then used to develop a
capitalization rate.

The DORs post-hearing subm ssion illustrates the
followng in support of the 9.5% capitalization rate before

applying the effective tax rate:

MARKET- BASED CAP RATES FOR M SSOQULA COUNTY MOTELS

Taken from RTCs and i ncone/ expense reports

Sale # Sal e #1 Sal e #2 Sal e #3 Sal e #4 Sal e #5
Sal e Date Sept enber %95 April 95 April 03 May 03 February :
Sal e Price $1, 900, 000 $325, 000 $500, 000 $347, 500 $170, 00C
Net | ncome $180, 500 $29, 920 $47, 158 $35, 000 $16, 660

Cap Rate 9. 50% 9.21% 9. 43% 10. 00% 9. 80%
DI SCUSSI ON

The Adm nistrative Rules of Mntana (ARM provides
that the DOR establish nmarket value fromthe incone approach.

ARM 42.20.107 Val uati on Met hods For Conmercial Properties
(1) VWen determning the nmarket value of comercial

properties, other than industrial properties, departnent

appraisers will consider, if the necessary information 1s
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avai |l abl e, an incone approach val uati on.

(2) If the departnment is not able to develop an incone
nmodel with a valid capitalization rate based on the stratified
direct market analysis nethod, the band-of-investnent nethod or
col l ect sound incone and expense data, the final value chosen
for ad valoremtax purposes wll be based on the cost approach
or; if appropriate, the market approach to value. The final
valuation is that which nost accurately estinmates market val ue.
(enphasi s added)

ARM 42.20.108 | ncone Approach

(1) The incone approach is based on the theory that the
mar ket value of incone producing property is related to the
anount, duration, and certainty of its income producing
capacity. The fornula used by the departnent to estimte the
mar ket val ue of incone producing property through application
of the inconme approach to value is V = |/R where:

(a) AV is the value of the property to be determ ned by
t he departnent;

(b) A@is the typical property net inconme for the type of
properties being appraised; and

(c) ARl is the capitalization rate determned by the
departnent as provided in ARM 42. 20. 109. (enphasi s suppl i ed)

ARM 42.20.109 Capitalization Rates.

(1) Wen using the inconme approach, the departnment wll
devel op overall capitalization rates which may be according to
use type, location, and age of i nprovenents. Rates w il be
determned by dividing the net operating inconme of each
property in the group by its corresponding valid sale price.

The overall rate chosen for each group is the nedian of the
rates in that group. The final rate nust include an effective
tax rate. (enphasis added)

(2)(a) If there are insufficient sales to inplenent the
provi sions of ARM 42.20.109 (1), the departnment wi |l consider

using a yield capitalization rate. The rate shall include a
return of investnment (recapture), a return on investnent
(discount), and an effective tax rate. The discount is

devel oped using a band-of-investnent for types of commerci al
property. The band-of-investnent nethod considers the interest
rate that financial institutions lend on nortgages and the
expected rate of return an average investor expects to receive
on their equity. This nmethod considers the actual nortgage
rates and ternms prevailing for individual types of property.

(b) A straight-line recapture rate and effective tax rate
will be added to the discount rate to determne the yield
capitalization rate.
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The taxpayer=s net operating income (NO) from
exhibit #1 is $366,181 and the DORs NO from exhibit A is
$399, 799. The mmjor disparity between the partys incone
approaches lies wth the determnation of an appropriate
capitalization rate. The taxpayer capitalized the NO at 12.8%
(11.0% - base rate + 1.8% - effective tax rate) and the DOR
capitalized the NO at 11.52% (9.5% + 2.02% effective tax
rate). The Board requested that each party provide additional
support for their respective capitalization rates through post-
hearing subm ssions. The taxpayerz=s support for its
capitalization rate was provided by JK & Associates,
Hospitality Consultants & Appraisers. The DORs support for
its capitalization rate was provided by five additional notel
sales. The post-hearing subm ssions have been submtted for
the i medi ate appeal and appeal s PT-1997-82, 83, 84 & 85. The
appeals are for limted-service notels as well as full service
not el s. The Board notes that capitalization rates may vary
dependi ng upon the type of notel property along with all the
addi ti onal conponents that affect value, i.e. age, condition,
| ocation, etc.

The DOR testified (PT-1997-84), when determ ning the
capitalization rate from properties that have sold, the NJO-:s
for those sales were created rather than using properties:

actual NO-:=s at the tinme of sale. It is the Board:s opinion
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that an actual NO should be used if possible when establishing
a capitalization rate. The Board realizes that adjustnents nmay
need to be nade to the reported NO, i.e. taxes, nanagenent,
reserves for replacenent, etc. It is the Board=s opinion that
sinply <creating an NO does not reflect an actual
capitalization rate for the various sales. In addition, the
Board was not presented evidence explaining how the various
NO s were creat ed.

The DOR adjusts the value of the inprovenents as
determ ned by the cost approach by an AEconom c Condition
Factor( (ECF). The ECF is a market adjustnent factor. The
I nternational Association of Assessing Oficers (I1AAO states:

Mar ket adjustnment factors are often required to
adj ust val ues obtained fromthe cost approach to the
mar ket. These adj ustnments shoul d be applied by type
of property and area based on sales ratio studies or
ot her market analyses. Accurate cost schedul es,
condition ratings, and depreciation schedules wll
mnimze the need for market adjustnent factors.

(IAAQ, 1990, Property Appraisal and Assessnent
Adm ni stration, pages 311-312)(Enphasis applied)

An ECF for a neighborhood is derived fromsales; but there was
no evidence or testinony fromthe DOR to indicate the ECF of
105% t hat was applied was devel oped from sal es of properties of
the sanme type as the subject property. It was testified that
the ECF was determ ned fromsales of all commercial property.

M. Fairbanks testified A..it mght be nuch nore appropriate

to specifically identify an ECF for specific occupancy.i M.
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Fai rbanks further testified, A donst think we had enough sal es
to identify an ECF for occupancy. @

The DOR in PT-1997-84, exhibit B presented the Board
with six notel property sales. This exhibit conpares the DORs
val ue indications for the five notel properties represented by
M. Damco with six notel property sales. The properties vary
in conparability (i.e., full-service, limted service, age,
size, location, etc). The DOR presented this exhibit to
illustrate what notel properties are selling for on a price per
not el room

Mot el properties can be viewed as having a Agoi ng-
concern val ue@l, defined in the Appraisal of Real Estate, 11lth
Edition, as:

Goi ng-concern value is the value of a proven
property operation. It includes the increnental
val ue associ ated wi th the business concern, which is
distinct fromthe value of the real estate. (oing-
concern val ue includes an intangi bl e enhancenent of
the value of the operating business enterprise, which
is produced by the assenbl age of the | and, buil dings,
| abor, equi pnent, and the nmarketing operation. This
assenbl age creates an econom cally viabl e business
that is expected to continue. (Going-concern value
refers to the total value of a property, including
both real property and intangi ble personal property
attributed to business val ue.

(oi ng- concern apprai sals are commonly conduct ed
for hotels and notels, restaurants, bowing alleys,

industrial enterprises, retail stores, shopping
centers, and simlar properties. For these
properties, the physical real estate assets are
integral parts of an ongoi ng business. It may be

difficult to separate the market value of the |and
and the i1nprovenents from the total value of the
busi ness, but such division of reality and nonreality
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conponents of value is often required by federa
regul ati ons. (enphasi s added)

The Board realizes the sales illustrated and used by the DOR
for conparison purposes may, in fact, reflect the inclusion of
Agoi ng- concernf val ues and the DOR is appraising for ad val orem
purposes. The DOR did not establish the market value for the
subj ect property by the sal es conpari son approach to val ue, but
the sales illustrated would need to be adjusted for the
inclusion of personal property, excess | and, busi ness
inventory, liquor/gamng |icense and intangibles that may have
been included in the transaction.

M . Dam co devel oped the requested nmarket value from
the i ncone approach to value. The inconme statenent for year-
end 1996 was used for the devel opnent of the nmarket val ue.
M. Damco stated he used the operating statenment for year 1996
because it was the closest year to the DOR appraisal date.
The subj ect property has an operating history and it is typical
apprai sal practice to analyze the operating history.

M. Dam co added back the nonapplicable expenses
(depreciation, interest, property taxes and owners Ilife
insurance) to the incone to arrive at the NO for ad val orem
pur poses. In addition, M. Dam co recognized a reserve for
repl acenent expense of $91,538 or 5% of the total revenue.

The International Association of Assessing Oficers

(I AAO), Property Assessnent Valuation states, AThe foll ow ng
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categories are proper expenses related to the operation of a
property: (1)managenent, (2)salaries, (3)utilities, (4)supplies
and materials, (5)repairs and mai nt enance, (6)property taxes,

(7)insurance, (8) m scel | aneous, and (9)reserves for

repl acenent. (enphasis added) The Dictionary of Real Estate,

3rd Edition defines reserves for replacenent as AAn al |l owance
that provides for the periodic replacenent of building
conmponents that wear out nore rapidly than the building itself
and nust be replaced during the buil dings economc |ifef.

As previously nentioned, the operating statenent
presented by M. Dam co contai ned nunmerous expense categori es.
There is not an expense category identified for capital
expenditures. In addition, nothing was presented to the Board
to indicate that capital expenditures were not incurred during
1996. A notel property the size of the subject should have an
ongoi ng nai nt enance program For 1996 the repairs and
mai nt enance expense totaled $93,203.18. It is inpossible to
derive whether or not replacenent allowance itens are included
in the 1996 operating statenent. It is the Board:=s opinion
that without a nore detail ed breakdown there is the possibility
of an overstatenment of expenses by applying what may be
consi dered an appropriate reserves for replacenent all owance of
5% and not knowing if capital expenditures for year 1996 are

included in the 1996 operating statenent.
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M. Fairbanks indicated (PT-1997-84) that when the
i ncone nodels were created, the inconme was adjusted to reflect
the portion that would be attributable to personal property,
(1.e. beds, televisions, etc.). He stated that the nightly
rent or roomrate was discounted to reflect this amount. The
Board was not presented anything to support the DORs position
to indicate that, when the notel/hotel inconme nodel was
devel oped, the roomrate was adjusted to reflect the personal
property.

It is the Board=s opinion there was sufficient data
presented by both parties to establish the market value for the
subject property by nmeans of the incone approach. By
recogni zing the evidence and testinony presented, it is the
Board:=s opinion the value for the subject inprovenents should

be cal ucul ated as foll ows:

| NCOVE

Nunber of roons 127

Room Rat e $55. 00

Nunber of Days 365

Potential Goss Incone (PQ) $2, 549, 525

Cccupancy 60%

Ef fective Gross Incone (EQ) $1, 529, 715

EXPENSES

Expenses (75% of EQ) $1, 147, 282

Net Operating Incone (NO) $382, 429

Overall Capitalization Rate 12. 8%

Total Value |ndication

$382,429/.128 = $2,987, 725

Less: Personal Property ($183, 658)
Land ($351, 966)
| mprovenent Val ue $2,452, 101

M. MKenna stated in the post-hearing subm ssion

AThe courts have ruled (Western Airlines Versus M chonovich 149
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Mont ana, page 347 (1967) that the burden of disproving the
DORs valuation rests with the appellant, and that there is a
presunption of correctness in the DORs appraisal.( Thi s
statenent is correct but inconplete. The court:=s decision
further stated A...the taxing agency should bear a certain
burden of showing the propriety of their action.f(

M. McKenna also stated in his post-hearing
subm ssion: Andeed, M. Dam co testified under oath before the
M ssoula County Tax Appeals Board that, after considerable
review, the properties were not properly apprai sed and should
be val ued at one level, and then testified under oath to STAB
that, after considerable review, the properties were not
properly apprai sed and shoul d be valued at a higher value. The
DORs val uation has never wavered.

This Board has always dealt with and allowed a
nodi fication of the val ues requested by the taxpayers. There
are any nunber of reasons that could warrant such a
nodi fication foll ow ng an appearance before a | ocal tax appeal
board. A change in the requested val ue does not constitute an
i nconsi stency or a contradiction of prior testinony that could
be seen as an unfair surprise to the DOR, particularly in this
case since the requested value was increased from that
requested by the taxpayer before the |ocal tax appeal board.

M. MKenna was provided the opportunity of exam nation of M.
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Damco and his exhibits and to draw from those the
i nconsi stencies M. MKenna may have believed existed. It is
uncl ear why that issue was raised in a post-hearing subm ssion.

I n Departnent of Revenue v. BN Inc., 169 Mont. 202,

A..while STAB revi ewed the assessnent (as it may under section

84-708(3), R C M 1947), augnenting the record so it m ght

better performits duty, as stated in section 84-709:

A*** to affirm reverse or nodify any deci si onappeal abl e

to the state tax appeal board ***.

To performthis function, STAB may have a conpl et ede novo

hearing, for the infrequent case in which the board is of the

opinion that if should examne all of the record of the

Departnment, and additional evidence, on a firsthand basis, so

as to reach a fair, just and equitable holding..§ (enphasis

added)

Based on the evidence and testinony presented to the
Board, the narket value for the subject inprovenents, Ruby:s
Reserve Street Inn, is $2,452,101 as determ ned by the Board.

CONCLUSI ONS OF LAW

1. The State Tax Appeal Board has jurisdiction over
this matter. '15-2-301 MCA

2. '15-8-111, MCA Assessment - market val ue
standard - exceptions. (1) Al taxable property nust be

assessed at 100% of its narket value except as otherw se
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provi ded.

3. 15-2-301, MCA, Appeal of county tax appeal board
deci si ons. (4) In connection with any appeal under this
section, the state board is not bound by common |aw and
statutory rules of evidence or rules of discovery and may
affirm reverse, or nodify any deci sion.

4. West ern Airlines, | nc. V. Cat heri ne J.

M chunovi ch, et al, 149 Mont. 347.428 P.2d 3. (1967).

5. Departnment of Revenue v. BN Inc., 169 Mont. 202

6. Evi dence and testinony in PT-1997-82, PT-1997-
83, PT-1997-84 & PT-1997-86.

7. The appeal of the taxpayer is hereby granted in
part and denied in part decision of the Mssoula County Tax
Appeal Board is nodified.

ORDER

| T IS THEREFORE ORDERED by the State Tax Appeal Board
of the State of Montana that the subject inprovenents shall be
entered on the tax rolls of Mssoula County by the County
Assessor at the 1997 tax year value of $2,452,101.

Dated this 23rd of Decenber, 1998.

BY ORDER OF THE
STATE TAX APPEAL BQOARD
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PATRI CK E. MKELVEY, Chairman

( SEAL)

GREGORY A. THORNQUI ST, Menber

LI NDA L. VAUGHEY, Menber

NOTICE: You are entitled to judicial review of this Oder in
accordance with Section 15-2-303(2), MCA. Judicial review may
be obtained by filing a petition in district court wthin 60
days followi ng the service of this Oder.
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